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3670

THE FI ELD AUDI T FUNCTI ON

Qoj ectives of a Field Audit Program. A conprehensive
field audit programis vital to the adm nistration of a
St at e unenpl oynent conpensation (UC) system A well -

pl anned and cost effective field audit program

executed in coordination with central office activities
and ot her unenpl oynment insurance field undertakings, is
an efficient nmeans of ensuring conpliance with State UC
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| aw and tinely collection of taxes on an equitable
basi s.
3671 Definitions.

Fetd—Audit Audit, Field. A field audit, as the term
I's used herein, is a systematic exam nation of
a—stbjeet an enpl oyer's books and records, using
general ly accepted auditing standards and procedures,
covering a specified period of tinme during which the
enployer is liable for reporting under the law, or is
found to be liable as a result of the audit. An
effective audit will acconplish the foll ow ng:

A. Determ ne the taxable anbunts of paynents nmade by
an enpl oyer for personal services and the
contributions paid or payable on such anmounts;

B. Reconcile audit findings with anounts the enpl oyer
has reported to the State agency, if any;

C. Determ ne interest and/or penalties due under the
State UC | aw,

D. Determne, if necessary, the enployer's financial
ability to nmeet UC tax obligations; and

E. Provide a cost effective method of pronoting
enpl oyers under st andi ng of enpl oyer rights and
responsi bilities under State UC | aw.

In addition, an audit as defined nust nmeet the
foll owi ng m ni mum requirenents

1. An openi ng interview,

2. Cover a mninmum four cal endar quarters
(except as noted in section 3675);

3. Verify the business entity as a sole
proprietor, partnership, corporation, joint
venture, or other;

4. Docunent records exam ned and evi dence
obtained in tests used to verify payroll
procedure, accuracy, and conpl et eness;
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5. Docunent records avail abl e and exam ned and
t he evi dence obtained in the search for
m scl assi fi ed workers and paynents;

6. Conclude with a cl oseout conference with the
enpl oyer or a designated representative. |If
cl oseout not possible, explain in report; and

7. Include a witten report stating the
auditor's final determ nation and all facts
contributing to or supporting that
determ nati on.

Change Audit. An audit resulting in the discovery of
wages or taxes not previously reported or reported
incorrectly by the enpl oyer.

Conclusion. An expression in the audit report of the
auditor's opinion regarding the enployer's conpliance
with State UC | aw.

Enpl oyer/ Desi gnat ed Representative. The owner
general partner, corporation officer, any enpl oyee
or other individual with authorization to access
and make avail able all enpl oynent records.

Evi dence. The data and information an auditor
obtains during an audit that have a bearing on
findi ngs and support concl usi ons and

det erm nati ons.

Field Audit. See Audit, Field.

Fi ndi ngs. A logical pulling together of information
to arrive at concl usions about matters which were
anal yzed or evaluated (e.g., a response to a test of
transactions). Findings will be the basis for the
audi tor's conclusion(s).

Large Enpl oyer. An employer reporting wages paid to 100
or more individuals during the current or preceding
calendar year or an employer reporting at least one
million dollars (S1,000,000) in taxable payroll for the
calendar year preceding the first quarter being
audited.

Reconciliation. Conparing two or nore itens and
i dentifying and resol ving any differences.
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Source Docunent. A record of initial activity or
transaction. Exanples of source docunents include tine
cards, cancel ed checks/stubs, cash vouchers,

pur chase/ sal es records.

Test of Transaction. A procedure used by an auditor to
test the reliability of internal processes and/or

evi dence supporting findings and concl usions affecting
enpl oyer conpliance with State UC | aw, regul ati ons and
policy. Included are tests to authenticate payroll
systens from source docunments to accounting records,
and through to enpl oyer contribution reports.

Tol erance. A schedul e of nonetary deviation froma
standard established by the State for auditor guidance
in determning the need and scope of an extension.

Tol erance definitions may be based on a percentage of
t axabl e payroll or contributions. Variances nay be
all oned for size of payroll and/or tax rate.

Wrk Paper. Any docunent prepared or obtained by the
auditor in the performance of an audit. Included in
wor k papers are anal yses, transcriptions, letters,
menos, and confirmation results related to conpliance
with State UC | aws. Wrk papers serve as the basis of
the work perforned, and support the auditor's
concl usi on. Upon review of work paper(s), a reviewer
can determne the quality of work perforned.

3675 Scope of Audits. The scope of an audit is the nunber
of quarters exam ned.
Audit Period. An audit nust cover a m ni mum of
four (4) consecutive quarters of liability, for—whieh

5 except
regrstered{actt+ve)—o+r out of business i

enpl oyers who at the tine of the audit have operated
| ess than four quarters. It is acceptable to audit
quarters for which estimtes, assessnents, final

assessnents or jeopardy assessnents have been nade.

The above four(4) quarter requirement will be waived in
all cases where an auditor finds that employees have
been misclassified as independent contractors. Audits
done under this exclusion must cover all quarters of
the calendar year in which the issue occurred.
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3677

3679

Expansion of the audit to previous or subsequent
quarters must follow State guidelines for expansion.

Independent contractors, as used in the preceding
paragraph, refer only to those workers who are
reclassified from alleged independent contractors to
employees by an auditor during an audit of the
emplover’s records. In the event that the auditor’s
determination of employment is reversed the audit will
still count as a completed audit.

It is not necessary for each audit to cover the entire
period of liability, the entire period since the |ast
audit, or the statute of limtations.

Extending the Audit. |If a sanple of quarters audited
produces anmounts over the tol erances established by the
State, the audit scope shoul d be extended as necessary
to account for all paynents for personal services. |If
the auditor elects to disregard the tol erance, the

deci sion should be explained in the audit report. 1In
any case, the audit should not be extended beyond the
statute of limtations, or the period covered by a
prior audit unless State UC | aw provi des ot herw se.

Finality. |If a noney deficiency is established during
an audit, the auditor should initiate collection
procedures. Collection at tinme of audit is desirable.

Subj ect Enployer Audit Penetration. The nunber of
audits to be conducted each cal endar year (CY)
represents two percent (2% of contributory enpl oyers
at the end of the imedi ately precedi ng Sept enber.

Excl ude rei mbursabl e and governnmental entities fromthe
uni verse of enployers to be audited. Exanple: The
audit count for CY 3995 1999 will be 2% of the nunber
of contributory enployers as of Septenber 30, 1994
1998.

Selection of Enployers for Audit. States are
encouraged to naintain audit selection criteria that
include indices that reflect potential nonconpliance
such as hi gh enpl oyee turnover, sudden growth or
decrease in enploynent, type of industry, |ocation
(geography) of enployers, prior reporting history,




DRAFT EMPLOYMENT SECURI TY MANUAL Page 6
Unenpl oynent | nsurance Program
Part V, 3000-3999 Contri buti ons Revi sed 09/ 30/ 98

results of prior audit and adjudi cated determ nati ons.

To ensure that all enployers are included in the audit
sel ection process, States are encouraged to randomy
select 10%or nore audit assignments fromthe tota

uni verse of contributory enpl oyers.

3681 Large Employers. 10 assure inclusion of |arge enployers
in the audit program 1% of total audits required to
neet the audit requirement DA nust be | arge enpl oyers.
Al States nust include at |east one | arge enployer in
their annual audit program Large enployer is defined
as an employirgunit employer reporting wages paid to
100 or nore individuals during the current or preceding

cal endar year or an emptoyingumnit employer reporting
at least one mllion dollars ($1,000,000) in taxable
payroll for the cal endar year preceding the first
gquarter being audited. Either termof definition may
be used in selecting | arge enployers as |ong as each

| arge enpl oyer audit can be identified and verified by
nunber of enployees or size of payroll.

3683 Field Audit Manual. To effectively admnister its
field audit program each State nust maintain a current
Manual of Field Audit Procedures. The nmanual shoul d
cover the foll ow ng procedures:

A Assi gnnent preparation;

B. Setting up audit appointnents;
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C. Pre-audit discussion with enployer or a designated
representative;
D. Steps in conducting the audit;
E. Cl oseout discussion with enployer or an enployer's
aut hori zed representative; and
F. Instructions for preparing the field audit report.
3687 Contents of an Audit Report. A conpleted change and

no-change audit will be docunmented by a witten record
whi ch contains work papers presenting evidence and
supporting findings and conclusions. The audit
findings will be explained and be in accordance with
the specific requirenents of State law, adm nistrative
rules and procedures. Al audit reports should contain
sufficient information to show

A

The name and title of the individual wth whomthe
purpose of the audit was discussed prior to the
audit. Wien an enpl oyer designates a
representative, the nane and title of the

aut hori zi ng enpl oyer and the desi gnated
representative nmust be recorded;

How exi stence of the busi ness was verifi ed;
How ownership was verified,

What payroll record tests were perfornmed and what
evi dence was gathered to verify the accuracy and

conpl eteness of payroll, including, but not
limted to:
1. Verification of payroll posting system
2. Reconciliation of total payroll to total
wages;
Comput ation of total taxable payroll; and

B w

Reconciliation of verified total taxable
payroll to reported total taxable wages;

What ot her enpl oyer records were avail able and
exam ned and what evi dence was gathered to search
for m sclassified workers and hi dden wages,

i ncluding, but not limted to:
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3689

Contract | abor records;

Cash di sbursenents;

General |edger/chart of accounts; and
M scel | aneous account reports and
records;

PoObE

F. The What reason wasgiven for the nunber of
quarters audited (if nore or |ess than four
gquarters);

G Nane, title, and tel ephone nunber of the
i ndi vidual with whom a cl oseout neeting was
hel d;

H. That all nonies due were collected and, if not, an
expl anati on provided; and

That all necessary adjustnment fornms were conpl eted
with the audit.

Control of Field Audit Assignnments. The central or
district office should nmaintain a nuneric control file
of field audit assignnents. The control file should be
automated to the extent possible, show the date issued,
the tax office or individual to whom assi gned and the
date conpleted. The control file should be nonitored
to insure audit assignnents are conpleted tinely.

I f an auditor conducting a status assignnent,

del i nquency control, benefit wage verification or other
non-audit assignnent, determ nes an audit is essenti al
to resolve an issue or to conplete an investigation,
the four quarter mnimum scope requirenent, as outlined
in section 3675 above, should be conplied wth.
Justificationrfor—the decistonrto—=audit must—Ie

. Explanation for the decision to convert an
assignment into an audit should be included in both the
audit report and, if appropriate undexr State
procedures, the report submitted to complete the non-

audit assignment.
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Selection. Selection of audit assignnments shoul d:
A. Generally, not be left to the discretion of the
i ndi vi dual auditor;
B. Be nade fromeither the district tax office or
central office; and
C. Be an aut omat ed system and capabl e of sel ecting
accounts for audit on a periodic basis, assigning
the audits to | ocal offices and/or auditors,
yietd and interfacing with system
emptoyer/emptoyee files to assure production of
current and accurate nmanagenent irformetion
reports.
3691 Revi ew of Audits. Each State nust have a systemati c,

ongoing audit review programin place to assure
credibility of audit results and the quality of the
audit program The revi ew net hodol ogy and t he nunber
or percent of audits reviewed should be contingent upon
audit quality. A properly executed review of conpl eted
audits will answer the follow ng questions:

A. Was the purpose of the audit discussed with the
enpl oyer or a designated representative prior to
the audit? (If a designated representative, the
nane and title of the authorizing enployer and the
desi gnat ed representative nust be recorded.)

B. Was exi stence of the business verified?

C. Was ownership verified?

D. Were tests of payroll records performed and was
evi dence gathered to verify the accuracy and
conpl et eness of payroll, including, but not
limted to:

1. Verification of payroll posting system

2. Reconciliation of total payroll to total
wages;

3. Cbnputatlon of total taxable payroll; and

4. Reconcil i ation of verified taxable to



DRAFT EVMPLOYMENT SECURI TY MANUAL Page 10
Unenpl oynent | nsurance Program
Part V, 3000-3999 Contri buti ons Revi sed 09/ 30/ 98

reported total taxable wages?

E. Were all avail abl e enpl oyer records identified and
exam ned and was evidence gathered to search for
m scl assi fied workers and hi dden wages, including,
but not limted to:

1. Contract | abor;

2. Cash di sbursenents;

3. CGeneral |edger/chart of accounts;

4, M scel | aneous account reports and records?

F. Was a reason given for the nunber of quarters
audi ted?

G Was the cl oseout neeting held with the enpl oyer or
a designated representative? (Wen the enpl oyer
desi gnates a representative the nane and title of
t he enp!oyer and the designated representative’s
nanme, title and tel ephone nunber nust be
recorded.)

H. VEBe gecessary adj ustnment forns conpleted with the
audi t %

l. Were all nonies due collected and, if not, was
an expl anati on provi ded?

In addition, at the Tax Adm nistrator's direction, a
statewi de sanpling of conpleted audits should be
reviewed periodically at the central office level to
ensure uniformaquality of field procedures and staff
performance t hroughout the State.

Periodic evaluation of the State's audit programis
essential to |dent|f¥fmeaknesses and problens. Quality

work is materially affected by agency policy and
procedures which produce the audit. Defects in policy
and procedures may be a cause of poor auditor
performance and need to be identified and corrective
action taken. For instance, analysis of audit results
may i ndicate sone audit assignments shoul d Froperly
have been wage protest investigations or delinquency
assi gnnents rather than audits.

3693 Field Audit Program Evaluation. A managenent
Information system shoul d be designed to provide
managenent with information to nonitor and eval uate the
field audit program




DRAFT

EMPLOYMENT SECURI TY MANUAL Page 11
Unenpl oynent | nsurance Program

Part V, 3000-3999 Contri buti ons Revi sed 09/ 30/ 98

A

C.

Data Collection. The data collection from
conpl eted audits shoul d incl ude:

1. Nunber of audits conpleted;
2. Niimher of | arge enol overs audited. (See
sec#ign.3671) accordino—to—State's

definttionrof Farge—emptoyers

Nunber of audits which were change audits;
Nunber of cal endar quarters audited;
Hours spent (excluding travel) auditing;
Gross payroll audited;

Under-reported total wages found;

Under -reported taxabl e wages found;
Over-reported total wages found;

woNOGThW

10. Over-reported taxabl e wages found;

11. Under -reported contri butions;
12. Over-renarted cantri hiiti ons: and

13. Nirmbar nf alleced indemendant contractors
reclassified as employees.

Data Analysis. The data should be analyzed by
conput er operations, if possible, to produce the
fol | ow ng:

Per cent age of change audits;

Percentage of |arge enployers audited to
total audits;

Aver age nunber of quarters audited per audit;
Average tine (hours) per audit (exclusive
of travel);

Aver age anmount of gross payroll audited;
Aver age anmount of under-reported total wages
di scovered per audit;

Aver age anount of over-reported total wages
di scovered per audit;

Aver age total wages discovered (under-
reported plus over-reported) per audit;

Aver age anount of under-reported
contributions per audit;

Aver age anount of over-reported
Contributions per audit; ' '

Aver age anmount of contributions di screpancy
(under-reported plus over-reported per

audi t): and

12. Total of alleaced indevmendent contractors
that were reclassified as employees.

Data Uses. triteria develovred from the data
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States are encouracged to collect and utilize
audit data to evaluate individual and/or overall
audit performance. Effective analvsis of audit
results assures the most productive utilization of
resources. Data elements used to measure the
success of completed audits should include: the
percent of chanoce (total waoce adiustments divided
bv total waoges audited). additional waaes
discovered. unvaid taxes discovered. and alleaed
independent contractors reclassified as employees.
In addition to the above. States should also
consider the emplover’s size. industrv code and
location in the selection of audits. Analvsis of
past audit proaram results should be a prominent
factor in the ongoing selection of employers for
audit.




